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follow AT&T's price increases. HL ask the Court to engage in "industrial
policy" by choosing those firms which should be permitted to compete in long
distance markets. This action would go against the proper application of che
antitrust laws in the U.S. The correct question is whether BOC entry would
increase competition in long distance markets, not whether the Court could
choose another set of potential competitors who might be able to increase
competition.

42. HL argue that many other firms might enter the long distance
market. For instance they mention GM, American Express, and Sears. The
ecoﬁomic fact is that pone of these firms have entered in spite of at least a
10 year opportunity to do so. The BOCs can overcome the barriers to entry
because of their existing networks which decrease greatly the required sunk
cost investments that create the barriers to entry.65 GM, American Express,
and Sears lack these existing networks.

43. HL claim that "it is difficult to imagine the source of the RBOCs’
allegedly unique ability to compets in the long-distance market if it does not
stem from their position as essentially monopoly providers of local-exchange
services.” (p. 44) It is easy to cure HL's "imagination deficit" problem.

The economic concept is called economies of scope. Returning to my Califormia
example, Pacific Telesis already provides intralATA long distance in
California. The largest LATA in California, Los Angeles, has about 14.5
million people, more than 60X of all U.S. states. Pacific Telesis could link
its network in Los Angeles to its network in the San Francisco area and serve
over 20 million people. The networks are already in place so that only a
single high capacity fiber pathway from Los Angeles to San Francisco would be
required. This reduced cost of entry arises from economies of scope which
means that Pacific Telesis can provide interLATA long distance service at less

cost than a new entrant. HL totally miss this significant and elementary fact

S HL make the odd assertion (p. 44, fn. 64) that the BOCs could simply
set up separate corporations to provide long distance service. However, these
new corporations would face the same barriers to entry which have stopped
entry from other firms. Of course, it is the economies of scope from their
existing necworks which allow the BOCs to overcome the barriers to entry.
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of telecommunications networks.®

44. HL then go on to claim that BOCs would have an "unfair competitive
advantage" (p. 45), a distinctly strange claim from economists who should
recognize that all firms have unique advantages. Does AT&T have an "unfair
competitive advantage" in cellular because of its well known brand name which
arises from 100 years of previous telephone service provision? The essential
factor of competition is that all firms exploit their competitive advantages.
It has long been recognized that the MFJ is stopping 7 of the most
sophisticated telecommunications firms from competing in key U.S.
telecommunications markets. Thus, the result is "unfair” to consumers who
would have lower long distance prices if BOC entry were allowed.

45. BOCs are allowed to compete in intralATA long distance markets.
Using the same source of data referred to by Prof. Hubbard and Lehr, I find
that long distance prices have decreased faster in intrastate markets where
BOCs are permitted to compete with AT&T, MCI, and Sprint for intralATA long
distance traffic.®” Within these intrastate jurisdictions, intralATA calls
for which the BOCs compete comprise 61% of all long distance calls.®® In
Figure 4a I graph intrastate long distance prices and compare theam with
interlATA long distance prices using exactly the same procedure used by HL.®?
Figure 4a demonstrates that deflated intrastate prices have declined

considerably faster than interlATA prices over the period 1990-1994. The 15%

¢ 1 pointed out in my first affidavit that has

ne other country
followed the U.S. example of not allowing the local provider to provide long
distance in spite of numerous other countries allowing long distance
competition, e.g. the U.K., Japan, Canada, and Australia. %Hausnan aff. § 4).

Recognition of economies of scope has been a significant factor in these other
countries’ choices.

7 Thus, Dr. Cornell’s criticism of my claim that competition has worked

wvell between the BOCs and the IXCs seems particularly odd. (Cormell aff., pp.
31-32) Dr. Cornell never examines the effect on intrastate prices for
consumers. Instead, she argues that competitors to the BOCs must be protected

without any analysis of the effects of the MFJ on consumers, for whom the
antitrust laws exisc.

68 1993 FCC Statistics of Communications Common Carriers, Table 2.6.

¢ Note that both series are collected in an equivalent manner by the
Bureau of Labor Statistics.
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greater decrease in prices over the period 1990-1994 benefitted consumers.
Similarly, in Figure 4b the PPI index for intrastate long distance decreased
by just under 15% more than the interstate long distance prices. In Figures
4c and 4d 1 repeat the analysis using the same deflation methodology used by
HL in their Figure 1. As expected, the deflated intrastate prices demonstrate

long distance prices decreased by 15X more than the deflated interstate long

distance prices.’

The usual litany of possible anti-competitive
discrimination or cross-subsidy which is constantly brought up in these
proceedings has not occurred. When BOCs are permitted to provide long
distance, prices are lower and none of the IXCs have been forced from the
markec.’! Regulation has worked in these intrastate markets and consumers
have benefitted from lower prices. This demonstration that BOC participation
in long distance markets has led to a better price performance should provide
an important indication of the lack of competition in interlATA long distancs
markets from which BOCs are excluded by the MFJ and the improvement in

competition when BOCs are allowed to participate.

III. CONCLUSION ON INTERLATA LONG DISTANCE
46. Profs. Hubbard and Lehr, Bernheim and Willig, and MCI's Prof. Hall

claim cthat the long distance market is competitive. However, they completaly

7% MCI's affiant, Prof. Hall, who demonstrates that inflation adjusted

interstate long distance prices have been relatively constant over the period
1990-1993 (Fig. 3, p. 18) never discusses why intrastate long distance prices,

where BOCs compets, have decreased by a significant amount over the same time
period.

I Thus, the affidavits for MCI of Prof. Hall and Prof. Cornell are
especially interesting in that they claim that the "intralATA toll market is a
good example of the adverse effect of vertical integration on cooperation.”
(Hall aff., p. 37-38) Prof. Hall has apparently not looked at prices in these
markets. If he had looked, he would have discovered that the price
performance has been considerably better than in the interLATA markets.
Perhaps he would then change his mind about the benefits of competition which
he wants to replace by cooperation between the BOCs and the IXCs.

Furthermore, he might retract his criticism of my claim that competition has
led to significant improvements in these markets. (p. 38) If analyzed, actual
market data can be a significant disciplining device on economists’ claims.
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ignore the effect of FCC regulation on AT&T's Basket 1 prices for residential
and small business customers. AT&T’s Basket 1 prices, including all discount
plans, have been up against the FCC price cap ceiling each year, including
1994. AT&T has raised its prices when the price cap formula has permitted in
response to non-economic changes in "exogenous costs" which arise from changes
in accounting standards. When price changes are unrelated to changes in
economics costs and when the two main competitors raise their prices in "lock-
step” with each of AT&T's price increases, regulation rather than competition
is determining prices for Basket 1 long distance services. These fundamental
economic facts cannot be explained away. Indeed, Prof. Kwoka for Sprint
recognizes these facts and states that the Basket 1 long distance market is
not adequately competitive. But the result is more important: (Consumers are
paving higher long distance prices because the BOCs are not permjtted to
provide interlATA long distance. The antitrust laws exist to protect
consumers, not AT&T, MCI and Sprint from competition. AT&T's and MCI’s
affiants appear to have forgotten this important economic point.

47. Prof. Hall contemplates whether competition or cooperation is
better for the U.S. economy when vertical economic relationships exist (pp.
36£f). He decides that cooperation is better than competition. Here, he
departs from the views of most economists who have long ago decided that
competition leads to the greatest consumer benefits in the presence of
vertical relationships. Firms which have significant expertise should not be
barred from downstream markets to protact competitors. Consumers would
benefit from increased competition in the long distance industry, which has
been demonstrated to be non-competitive over the past 3-4 years.

48. Prof. Hall concludes that BOC entry into long distance markets will
have no effect on prices or quantity. (p. 48) His belief stems from the
incorrect assumption that all firms are the same with no special expertise.
Thus based on Prof. Hall's reasoning, a BOC and any other company are
interchangeable. This assumption is absurd. Using similar reasoning, it

would not matter if Intel were barred from the microprocessor industry.
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According to Prof. Hall's assumption, another company, equally efficienc,
would take Intel’s place. He assumes away firm specific areas of expertise in
his discussion. Alternatively, why do European and Latin American companies
choose BOCs to operate cellular and landline telecommunications networks? The
obvious answer is that the BOCs have significant expertise. 1In the U.S. the
BOCs have both the expertise and the economies of scope to be low cost

providers of long distance services. Prof. Hall merely assumes this outcome

away.

IV. EQUIPMENT MANUFACTURING

49. Professor Perry, on behalf of AT&T, claims that BOCs might decide
to purchase equipment from an affiliated manufacturer, and these actions could
eliminate price and quality competition. (p. 3) However, he never gives a
coherent reason why a BOC would have an economic incentive to do so given
current regulation. AT&T and the BOCs were claimed to have escaped rate of
return (ROR) service regulation by paying higher prices for purchases of
equipment from Western Electric. However, note that this action could not
occur novw for at least two reasons: (1) ROR regulation is no longer used by
the FCC and is used by less than 1/2 of the states. Under price cap
regulation a BOC would have neither the economic incentive nor the ability te
charge higher service prices if it paid more for its equipment. (2) Many
benchmarks now exist for prices and quality. Whereas the Bell System bought
almost all of its equipment from Western Electric which made very few sales to
non-BOCs, now 7 BOCs would be buying equipment individually.’? This outcome
provides regulators with multiple benchmarks for a BOC's purchasing decisions.
Furthermore, GTE is larger than any single BOC and buys much of its equipment

from AT&T providing yet another benchmark. Thus, previous alleged anti-

72 Under current merger policy and the current economic status of
telecommunications, all 7 BOCs would not be allowed to merge their equipment
manufacturing into a single company. However, a smaller group of BOCs might
well be allowed to merge their equipment manufacturing operations.
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competitive actions of a pre-divestiture AT&T would no longer be possible.

50. Prof. Perry claims that possible cross subsidy could create an
economic problem. First, he fails to note that neither the FCC nor more than
1/2 of state regulators use ROR regulation any longer, so cross subsidy is not

73

a significant problenm. He also fails to mention the clear statement by the

DC Circuit Court of Appeals that cross subsidy is not a problem, apart from

possible predation.’*

The idea that the BOCs could predate against companies
such as AT&T is too farfetched for even Prof. Perry to claim. Absent
predation, cross-subsidies cannot be said to be anticompetitive. Given that
BOCs'currencly cross subsidize local service by charging below incremental
cost prices as required by regulation, increased prices for local service
would actually increase economic efficiency as I have already explained. (See
supra, fn. 52)

51. Prof. Perry attempts to downplay price cap regulation because price
cap review may bring costs back under consideration. (pp. 25ff.) He then
claims that "price cap regulation begins to look very much like rate-of-return
regulation." (p. 26) He is incorrect both in terms of economic theory and in
terms of regulatory practice. First, suppose (as in California) that a price
cap review takes place only once every 5 years. A $1 increase in prices in 5
years is worth only $0.56 today (using a 12% discount factor). However, a
regulated company cannot be certain that it will even receive the money in 5
years. Suppose that the company believed that it had an 80X chance of
receiving the money in five years time. Then the $1 increase in prices in 5

years is worth even less today, about $0.45 in expected value. Given

discounting and significant uncertainty, a company will behave very

73 Prof. Perry states incorrectly at numerous times in his affidavit
that cost based regulation is used for the BOCs, e.g. p. 12, p. 13, etec. This
claim is wrong as a matter of fact.

7 y.S. v, Vestern Elec., 993 F.2d 1572, 1578-79 (D.C. Cir. 1993). Mr.
Sullivan for AT&T makes the same omission in his discussion of possible

problems with cross subsidy (pp. 51-52) if the BOCs were permitted to
manufacture.
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differently under price caps than under RCR regulation.’® A price-cap
regulated firm is assured of the benefits of any current cost cuts it makes
today so it does its best to be efficient. However, the return to an
"investment"” in attempted cross-subsidy is uncertain at best and yields a low
expected return. Unless the BOC believes it can have a very high success rate
of fooling the regulator, it will not undertake a cross subsidy strategy
because it does not make good business sense. No reason exists to believe
that BOCs have been highly successful in fooling regulators with cross subsidy
strategies.

52. In practice, for example, when California reviewed its price cap in
1994 (Decision 94-06-011, June 8, 1994) it did not even consider Pacific
Bell'’'s profits in setting the productivity factor. Thus, the cross-subsidy
worry of Prof. Perry did not even enter the decision. Prof. Perry also brings
up a possible profit sharing arrangement sometimes used in price cap formulae
and quotes Prof. Farmer that a pure price cap plan would be better. (p. 27)

In this daisy chain of reasoning, Prof. Perry never concludes that cross
subsidy could actually occur. Nor does he explain how it could have actual
adverse antitrust consequences. Whether a pure price cap system would be
ideal is not the issue in this proceeding.

53. Prof. Perry also claims that the market for certain
telecommunications equipment might be foreclosed. This possibility is
extremely remote. Any telecommunications equipment manufacturer could provide
its equipment to any BOC. Given the sunk costs of the manufacturer which is
common in some telecommunications equipment, as I explained in my previous
affidavit (§ 56), the manufacturer can produce at a lower cost than a BOC.
Thus, it would not be in a BOC's economic self-interest to invest in new
manufacturing capacity when it can buy the equipment more cheaply from an
existing manufacturer. Prof. Perry also totally ignores the fact thac

telecommunications equipment markets have become international in scope since

75 Since most of the investment in equipment would be sunk costs, an

;ven larger discount factor would be appropriate which accounts for this
actor.



35

the early 1980's.7® Even AT&T is selling switching and other equipment
abroad, while in the pre-divestiture era AT&T sold little or no equipment
abroad.”’ Thus, foreclosure could not occur because equipment manufacturers
sell both in the U.S. and abroad. Acctions by BOCs could not force them to
exit the market. But again, it would not be in a BOC's economic self-interest
to cause exit., Given the significant sunk costs for most telecommunications
equipment, a BOC would find it more economically beneficial to participate in
joint ventures with manufacturers, rather than attempting to force the exit
from the market of existing firms.’®

54. Prof. Perry claims that as much as 70X of the U.S. equipment market
could be foreclosed from independent manufacturers. (p. 13) This number is
wildly incorrect. Prof. Perry ignores the fact that IXCs including AT&T, MCI,
and Sprint buy switches, fiber optic cable, and other telecommunications
equipment. Non-BOC cellular companies and cable companies do likewise.
Indeed, of these companies only AT&T buys almest solely its own equipment. In
terms of revenues, the BOCs account for less than 50% of total purchases of
landline central office and transmission equipmcnt.” However, Prof. Perry

makes an even more fundamental mistake when he assunmes :haé-a U.S. market

76 Mr. Sullivan for AT&T makes a similar mistake in his assumption that

equipment markets are national, not international. (gp. 45ff) For instance,
he discusses fiber optic transmission systems for DS3 (p. 46), but he fails to
note that DS3 systems are also used in Europe and Japan., Thus, his claim that
"foreclosure by a BOC might be a viable strategy" (p. 46) totally ignores non-
US demand for these same products.

7 For instance, AT&T has joint ventures or other economic combinations

in the Netherlands, Spain, and Italy for equipment sales. For a discussion
see, J. Hausman, "The Bell Operating Companies and AT&T Venture Abroad While
British Telecom and Others Come to the United States", in S. Bradley, J.
Hausman, and R. Nolan, eds., Globalization. Technology and Competition,
(Cambridge MA, 1993).

7% Mr. Sullivan for AT&T attempts to do a foreclosure example in central
office switches (p. 55), but he does his arithmetic wrong. He implicitly
assumes that the BOC is not currently bu%ing ;nﬁ switches from Northern
Telecom while BOCs currently buy about 40% of their switches from Northern
Telecom.

7 Northern Business Information, US Transmission Equipment Market
(1993) and U.S. Central Office Equipment Market (1993). In terms of overall
equipment spending, the BOCs spend an even lower proportion.
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exists for equipment. He does no economic nor antitrust analysis to justify
his assumption of a U.S. market. Yet significant amounts of almost all
telecommunications equipment is imported (and exported) to and from the U.S.
The second largest central office switch manufacturer, the second largest
cellular switch manufacturer, the second through tenth largest cellular
handset manufacturers, and all fax equipment manufacturers are foreign firms
which manufacturer and sell abroad as well as import into the U.S. Thus,
applying DOJ and FTC Merger Gujdelines Analvysis (Apr. 2, 1992, § 1.21) makes
clear that world markets exist for many types of telecommunications equipment.
Thus, Prof Perry’'s market definition is wrong and his foreclosure analysis
disappears once a correct market is defined.

55. Prof. Perry claims that joint ventures with existing manufacturers
of network switching equipment would not "deconcentrate that market, as
claimed by the RHCs." (p. 17) He is wrong in this assertion. Two
manufacturers--AT&T and Northern Telecom--sell nearly 902 of all central
office switches in the U.S. This percentage has not changed significantly
since divestiture. If BOCs were permitted to form joint ventures the market
(as used by Prof. Perry) would certainly become less concentrated as other
manufacturers were bstter able to sell their equipment. Prof. Perry claims
that the District Court should protect AT&T from such competition because it
may involve foreign firms. (pp. 17-18) He forgets that the antitrust laws
are not designed to protect AT&T from foreign (or any other) competition. If
the joint ventures produced better equipment than AT&T, consumers would
benefit from better services. Furthermore, prices would decrease for
telecommunications equipment in the U.S. with increased competition. Almost
no economist, except for Prof. Perry, would claim that U.S. companies should
not be permitted to form joint ventures with foreign companies because
companies such as AT&T need to receive protection from competition.

56. Prof. Perry’'s discussion of possible discrimination (pp. 20 ff.)
again misses the point that in the post MFJ world, equipment markets have

become international. No BOC is nearly large enough to control any equipment
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market by favoring its own manufacturing subsidiary. The BOC manufacturing
unit must successfully sell its product throughout the world for it to
succeed. Selling to less than 10X of the U.S. customer base alone would not
be nearly enough for a manufacturer to succeed.

57. The extent to which Prof. Perry will go to support AT&T's position
is evident in his claim that the market for customer premises equipment would
be adversely affected by BOC entry. (pp. 30ff.) His discriminatory fantasies
(see p. 31) could currently be carried out by a BOC that sells a particular
type of CPE. BOCs have been selling CPE since diyestiture. However, two
market outcomes are quite evident. First, the BOCs have not engaged in this
type of discrimination. Also, BOCs have not dominated the CPE markets in
spite of their alleged ability to do so. Thus, Prof. Perry’'s suppositions are
directly opposite to actual market outcomes. Given the wide divergence
throughout his affidavit between his theorizing and actual market data, Prof.
Perry has not linked up with the real world of telecommunications.

58. Finally, a significant omission exists in Prof. Perry’s affidavit.
Mobile telecommunications are growing extremely fast, about 45%-50% per year
in the U.S. alone. Thus, AT&T’s prediction of only a million cellular
customers in 1999 at the time of divestiture is already wrong by approximately
24 million customers today. The BOCs have no "bottleneck" in cellular.
Indeed, ATST is the largest cellular company (via its purchase of McCaw) in
the U.S. BOCs have significant expertise in mobile telecommunications both in
the U.S. and abroad. Why should AT&T be protected against this competition
from the BOCs? Yet the MFJ continues to forbid the BOCs from using their
knowledge and experience in cellular to compete in mobile equipment.’® No

economic reason to fear anti-competitive harm exists, yet AT&T continues to

8 Mr. Sullivan for AT&T claims that "new RBOC innovation incentives

would be offset by a reduction in the incentives of all other manufacturers.”
(p. 62) This claim is based on no economic analysis, but it is a “zero-sum"
misunderstanding often made by non-economists. nder this curious reasoning,
vertical integration always leads to no change in innovation because of the
counteracting effect on innovation incentives. Economic experience proves

otherwise and most economists reject the claims similar to Mr. Sullivan's as
economically vacuous.
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use the MFJ to limit competition in the mobile telecommunications equipment

This anti-competitive action by AT&T demonstrates why the MFJ restrictions
should be removed.

C\L["-M 3°Hb_[ /1{6’

JERRY A. HAUSMAN




Figure 1: Trends in Long Distance Rates
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Figure 2: Trends in Cellular Prices for Top 30 MSAs
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Figure 3:‘ AT&T ARPM v. Cellular Prices
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Figure 4a: Trends in Long-Distance Telephone Prices
Interstate v. Intrastate (BLS CPI Indices)
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Figure 4b: Trends in Long-Distance Telephone Prices
Interstate v. Intrastate (BLS PPI Indices)
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Figure 4c: Trends in Long-Distance Telephone Prices
Interstate v. Intrastate (BLS CPI Indices Deflated by GDP)
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Figure 4d: Trends in Long-Distance Telephone Prices
Interstate v. Intrastate (BLS PPI Indices Deflated by GDP)
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HEADLINE: 'True Savings' Ends;
AT&T OFFERS NEW DISCOUNT PLAN, DROPS 'TRUE SAVINGS' AS COMPETITION EBBS

BODY:

AT&T unveiled new discount plan Mon. that expands offerings but cuts size of
savings, joining MCI and Sprint plans that cover similar services. AT&T also
said it would stop promoting 2-year program responsible for 22 million
customers. Existing customers can remain in "True USA Savings," but new ones
will be encouraged to sign up for new "True Reach Savings," which adds cellular
long distance, operator-handled calls, directory assistance, conference calls
and 800 numbers to basic long distance. AT&T said research showed customers
wanted "simple, easy-to-understand programs" for long distance. Sprint and MCI
said their existing plans offered similar discounts earlier this year. ’

In aggressive bidding war for long distance customers, AT&T 2 years ago
introduced "True USA Savings" plan with 10% discounts for customers with $10-%25
in monthly calls. In Feb., company introduced "True Savings" that offered 25%
price cut for $10-$50 in monthly calls, 30% for $50 or more. Newest plan cuts
discount to 10% for under $25 and to 25% from 30% for calls over $70 per month.
Company said discounts are easier to understand.

ATLT plan was prompted by addition of several new services, including
cellular long distance, which weren't available when first savings plans were
introduced, official said. "Things are changing over time," said John Skalko,
consumer service spokesman. However, rather than add those services to existing
plans, it decided to create 3rd discount plan with new features and give
existing customers option to switch. In N.Y. Stock Exchange trading Mon., AT&T
gained $1.37 to close at $53.50 on turnover of 3.8 million shares.

Sprint, which introduced one-rate service in Jan., said AT&T was discovering
customer demand for simplicity "a year late." It launched "Sprint Sense"
flat-rate plan in Jan. with 22 cents-per-min. rates in peak hours, 10 cents
off-peak and weekends. Similar flat-rate plan applies on international calls,
although rates vary by destination. "AT&T is just perpetuating the confusion
that's out there," said Robin Pence, dir., Sprint consumer affairs media. Sprint
said neither AT&T savings plans nor MCI "Friends and Family" basic discount
plans tell customers how much they pay for long distance, key message in Sprint
marketing campaign. Like AT&T, it still will have customers on "The Most'
discount plan, although "Sprint Sense" is company's chief long distance
offering.

MCI "Friends & Family Connections" plan expanded discounts to cellular,
paging, conference calls, 800 numbers and "follow-me" services earlier this year



